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Preface 


F inancial statements are the basis for a wide range of business analyses. Managers use them to monitor and judge 
their firms’ performance relative to competitors, to communicate with external investors, to help judge what 
financial policies they should pursue, and to evaluate potential new businesses to acquire as part of their investment 
strategy. Securities analysts use financial statements to rate and value companies they recommend to clients. Bankers 
use them in deciding whether to extend a loan to a client and to determine the loans terms. Investment bankers 
use them as a basis for valuing and analyzing prospective buyouts, mergers, and acquisitions. And consultants use 
them as a basis for competitive analysis for their clients. Not surprisingly, therefore, there is a strong demand among 
business students for a course that provides a framework for using financial statement data in a variety of business 
analysis and valuation contexts. The purpose of this book is to provide such a framework for business students and 
practitioners. This IFRS Standards edition is the European adaptation of the authoritative US edition - authored by 
Krishna G. Palepu and Paul M. Healy - that has been used in Accounting and Finance departments in universities 
around the world. In 2007 we decided to write the first IFRS Standards edition because of the European business 
environment’s unique character and the introduction of mandatory IFRS Standards reporting for public corpora- 
tions in the European Union. This fifth IFRS Standards edition is a thorough update of the successful fourth edition, 
incorporating new examples, cases, problems and exercises, and regulatory updates. 


This IFRS Standards edition 


Particular features of the IFRS Standards edition are the following: 


e A large number of examples support the discussion of business analysis and valuation throughout the chapters. 
The examples are from (mostly European) companies that students will generally be familiar with, such as 
Audi, BMW, British American Tobacco, BP, Carlsberg, Deutsche Telekom, easyGroup, Hennes and Mauritz, 
Lufthansa, Renault, Sanofi, Société Générale, and Tesco. 

e The chapters dealing with accounting analysis (Chapters 3 and 4) prepare students for the task of analyzing IFRS 
Standards-based financial statements. All numerical examples of accounting adjustments in Chapter 4 describe 
adjustments to IFRS Standards-based financial statements. Further, throughout the book we discuss various 
topics that are particularly relevant to understanding IFRS Standards-based (European) financial reports, such 
as: the classification of expenses by nature and by function; a principles-based approach versus a rules-based 
approach to standard setting; the first-time adoption of IFRS Standards; cross-country differences and similari- 
ties in external auditing and public enforcement, and cross-country differences in financing structures. 

e The terminology that we use throughout the chapters is consistent with the terminology that is used in the 
IFRS Standards. 

e Throughout the chapters, we describe the average performance and growth ratios, the average time-series 
behavior of these ratios, and average financing policies of a sample of close to 7,800 firms that have been listed 
on European public exchanges between 1998 and 2017. 

e The financial analysis and valuation chapters (Chapters 5-8) focus on firms in the apparel retail sector, primar- 
ily Hennes & Mauritz and Inditex. Throughout these chapters, we explicitly differentiate between analyzing 
and valuing operations and analyzing and valuing non-operating investments. Further, Chapter 8 explicitly 
discusses implementation differences between equity-based and asset-based valuation approaches. 


viii 
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Preface ix 


e Chapter 10 on credit analysis includes a discussion of how credit ratings and default probability estimates can 
be used in debt valuation. Chapter 11 on M&A analysis includes a discussion on how to perform a purchase 
price allocation using the tools and techniques from Chapters 5 through 8. 

Data, analyses, problems, and examples have been thoroughly updated in the fifth edition. 

We have updated some of the fourth IFRS Standards edition’s cases (‘Carrefour SA; ‘Forecasting Earnings 

and Earnings Growth in the European Oil and Gas Industry, “Two European Hotel Groups’) and have 

included eight new cases: ‘Akris: Competition in the High-End Fashion Industry, “Toshiba: Accounting Fraud; 
‘Accounting for the iPhone Upgrade Program, “Valuation Multiples in Fast Fashion, ‘Ferrari: The 2015 Initial 
Public Offering; “Tesco: From Troubles to Turnaround, ‘Spotify’s Direct Listing IPO? and “Valuing Europe’s fast- 
est growing company: HelloFresh in 2017? 


Key features 


This book differs from other texts in business and financial analysis in a number of important ways. We introduce 
and develop a framework for business analysis and valuation using financial statement data. We then show how this 
framework can be applied to a variety of decision contexts. 


FRAMEWORK FOR ANALYSIS 

We begin the book with a discussion of the role of accounting information and intermediaries in the economy, and 
how financial analysis can create value in well-functioning markets (Chapter 1). We identify four key components, 
or steps, of effective financial statement analysis: 


Business strategy analysis 
Accounting analysis 
Financial analysis 


Prospective analysis 


The first step, business strategy analysis (Chapter 2), involves developing an understanding of the business and 
competitive strategy of the firm being analyzed. Incorporating business strategy into financial statement analysis 
is one of the distinctive features of this book. Traditionally, this step has been ignored by other financial statement 
analysis books. However, we believe that it is critical to begin financial statement analysis with a company’s strategy 
because it provides an important foundation for the subsequent analysis. The strategy analysis section discusses 
contemporary tools for analyzing a company’s industry, its competitive position and sustainability within an indus- 
try, and the company’s corporate strategy. 

Accounting analysis (Chapters 3 and 4) involves examining how accounting rules and conventions represent a 
firms business economics and strategy in its financial statements, and, if necessary, developing adjusted account- 
ing measures of performance. In the accounting analysis section, we do not emphasize accounting rules. Instead 
we develop general approaches to analyzing assets, liabilities, entities, revenues, and expenses. We believe that such 
an approach enables students to effectively evaluate a company’s accounting choices and accrual estimates, even 
if students have only a basic knowledge of accounting rules and standards. The material is also designed to allow 
students to make accounting adjustments rather than merely identify questionable accounting practices. 

Financial analysis (Chapter 5) involves analyzing financial ratio and cash flow measures of the operating, financ- 
ing, and investing performance of a company relative to either key competitors or historical performance. Our 
distinctive approach focuses on using financial analysis to evaluate the effectiveness of a company’s strategy and to 
make sound financial forecasts. 

Finally, under prospective analysis (Chapters 6-8) we show how to develop forecasted financial statements and 
how to use these to make estimates ofa firm’s value. Our discussion of valuation includes traditional discounted cash 
flow models as well as techniques that link value directly to accounting numbers. In discussing accounting-based 
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X Preface 


valuation models, we integrate the latest academic research with traditional approaches such as earnings and book 
value multiples that are widely used in practice. 

While we cover all four steps of business analysis and valuation in the book, we recognize that the extent of 
their use depends on the user’s decision context. For example, bankers are likely to use business strategy analysis, 
accounting analysis, financial analysis, and the forecasting portion of prospective analysis. They are less likely to be 
interested in formally valuing a prospective client. 


APPLICATION OF THE FRAMEWORK TO DECISION CONTEXTS 
The next section of the book shows how our business analysis and valuation framework can be applied to a variety 
of decision contexts: 


e Securities analysis (Chapter 9) 
e Credit analysis and distress prediction (Chapter 10) 
e Merger and acquisition analysis (Chapter 11) 


For each of these topics we present an overview to provide a foundation for the class discussions. Where possible 
we discuss relevant institutional details and the results of academic research that are useful in applying the analysis 
concepts developed earlier in the book. For example, the chapter on credit analysis shows how banks and rating 
agencies use financial statement data to develop analysis for lending decisions and to rate public debt issues. This 
chapter also presents academic research on how to determine whether a company is financially distressed. 


Using the book 


We designed the book so that it is flexible for courses in financial statement analysis for a variety of student audiences - 
MBA students, Masters in Accounting or Finance students, Executive Program participants, and undergraduates in 
accounting or finance. Depending upon the audience, the instructor can vary the manner in which the conceptual 
materials in the chapters, end-of-chapter questions, and case examples are used. To get the most out of the book, 
students should have completed basic courses in financial accounting, finance, and either business strategy or busi- 
ness economics. The text provides a concise overview of some of these topics, primarily as background for preparing 
the cases. But it would probably be difficult for students with no prior knowledge in these fields to use the chapters 
as stand-alone coverage of them. 

If the book is used for students with prior working experience or for executives, the instructor can use almost a 
pure case approach, adding relevant lecture sections as needed. When teaching students with little work experience, 
a lecture class can be presented first, followed by an appropriate case or other assignment material. It is also possible 
to use the book primarily for a lecture course and include some of the short or long cases as in-class illustrations of 
the concepts discussed in the book. Alternatively, lectures can be used as a follow-up to cases to more clearly lay out 
the conceptual issues raised in the case discussions. This may be appropriate when the book is used in undergradu- 
ate capstone courses. In such a context, cases can be used in course projects that can be assigned to student teams. 


Companion website 


A companion website accompanies this book. This website contains the following valuable material for instructors 
and students: 


e Instructions for how to easily produce standardized financial statements in Excel. 
e Spreadsheets containing: (1) the reported and standardized financial statements of Hennes & Mauritz (H&M) 
and Inditex; (2) calculations of H&M’s and Inditex’s ratios (presented in Chapter 5); (3) H&M’s forecasted 
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financial statements (presented in Chapter 6); and (4) valuations of H&M’s shares (presented in Chapter 8). 
Using these spreadsheets students can easily replicate the analyses presented in Chapters 5 through 8 and 
perform “what-if” analyses - i.e., to find out how the reported numbers change as a result of changes to the 
standardized statements or forecasting assumptions. 


Spreadsheets containing case material. 
Answers to the discussion questions and case instructions (for instructors only). 
A complete set of lecture slides (for instructors only). 


Accompanying teaching notes to some of the case studies can be found at www.harvardbusiness.org or www. 
thecasecentre.org. Lecturers are able to register to access the teaching notes and other relevant information. 
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1 A framework for business analysis and valuation using financial statements 
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1 A framework for business analysis and 
valuation using financial statements 


This chapter outlines a comprehensive framework for financial statement analysis. Because financial state- 
ments provide the most widely available data on public corporations’ economic activities, investors and other 
stakeholders rely on financial reports to assess the plans and performance of firms and corporate managers. 

A variety of questions can be addressed by business analysis using financial statements, as shown in the 
following examples: 


e A security analyst may be interested in asking: “How well is the firm I am following performing? Did 
the firm meet my performance expectations? If not, why not? What is the value of the firm’s stock given 
my assessment of the firm’s current and future performance?” 

e A loan officer may need to ask: “What is the credit risk involved in lending a certain amount of money 
to this firm? How well is the firm managing its liquidity and solvency? What is the firm’s business risk? 
What is the additional risk created by the firm's financing and dividend policies?” 

e A management consultant might ask: “What is the structure of the industry in which the firm is operat- 
ing? What are the strategies pursued by various players in the industry? What is the relative performance 
of different firms in the industry?” 

e A corporate manager may ask: “Is my firm properly valued by investors? Is our investor communication 
program adequate to facilitate this process?” 

e A corporate manager could ask: “Ts this firm a potential takeover target? How much value can be added 
if we acquire this firm? How can we finance the acquisition?” 

e An independent auditor would want to ask: “Are the accounting policies and accrual estimates in this 
company’s financial statements consistent with my understanding of this business and its recent perfor- 
mance? Do these financial reports communicate the current status and significant risks of the business?” 


In almost all countries in the world today, capital markets play an important role in channeling financial 
resources from savers to business enterprises that need capital. Financial statement analysis is a valuable activity 
when managers have complete information on a firm’ strategies, and a variety of institutional factors make it 
unlikely that they fully disclose this information to suppliers of capital. In this setting, outside analysts attempt 
to create “inside information” from analyzing financial statement data, thereby gaining valuable insights about 
the firm's current performance and future prospects. 

To understand the contribution that financial statement analysis can make, it is important to understand the 
role of financial reporting in the functioning of capital markets and the institutional forces that shape financial 
statements. Therefore we present first a brief description of these forces; then we discuss the steps that an analyst 
must perform to extract information from financial statements and provide valuable forecasts. 


The role of financial reporting in capital markets 


A critical challenge for any economy is the allocation of savings to investment opportunities. Economies that 
do this well can exploit new business ideas to spur innovation and create jobs and wealth at a rapid pace. 
In contrast, economies that manage this process poorly dissipate their wealth and fail to support business 
opportunities. 
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FIGURE 1.1 Capital markets 
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Figure 1.1 provides a schematic representation of how capital markets typically work. Savings in any econ- 
omy are widely distributed among households. There are usually many new entrepreneurs and existing compa- 
nies that would like to attract these savings to fund their business ideas. While both savers and entrepreneurs 
would like to do business with each other, matching savings to business investment opportunities through the 
use of capital markets - funding business ideas with the highest prospects first — is complicated for at least 
three reasons: 


e Information asymmetry between savers and entrepreneurs. Entrepreneurs typically have better 
information than savers on the value of business investment opportunities. 

e Potentially conflicting interests - credibility problems. Communication by entrepreneurs to savers is 
not completely credible because savers know that entrepreneurs have an incentive to inflate the value of 
their ideas. 

e Expertise asymmetry. Savers generally lack the financial sophistication needed to analyze and 
differentiate between the various business opportunities. 


The information and incentive issues lead to what economists call the lemons problem, which can potentially 
break down the functioning of the capital market.' It works like this. Consider a situation where half the busi- 
ness ideas are “good” and the other half are “bad” If investors cannot distinguish between the two types of 
business ideas, entrepreneurs with “bad” ideas will try to claim that their ideas are as valuable as the “good” 
ideas. Realizing this possibility, investors value both good and bad ideas at an average level. Unfortunately, 
this penalizes good ideas, and entrepreneurs with good ideas find the terms on which they can get financing 
to be unattractive. As these entrepreneurs leave the capital market, the proportion of bad ideas in the market 
increases. Over time, bad ideas “crowd out” good ideas, and investors lose confidence in this market. 

The emergence of intermediaries can prevent such a market breakdown. Intermediaries are like a car 
mechanic who provides an independent certification of a used car’s quality to help a buyer and seller agree on 
a price. There are two types of intermediaries in the capital markets. Financial intermediaries, such as venture 
capital firms, banks, collective investment funds, pension funds, and insurance companies, focus on aggregating 
funds from individual investors and analyzing different investment alternatives to make investment decisions. 
Information intermediaries, such as auditors, financial analysts, credit-rating agencies, and the financial press, 
focus on providing or assuring information to investors (and to financial intermediaries who represent them) 
on the quality of various business investment opportunities. Both these types of intermediaries add value by 
helping investors distinguish “good” investment opportunities from the “bad” ones. 

The relative importance of financial intermediaries and information intermediaries varies from country to 
country for historical reasons. In countries where individual investors traditionally have had strong legal rights 
to discipline entrepreneurs who invest in “bad” business ideas, such as in the UK, individual investors have 
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been more inclined to make their own investment decisions. In these countries, the funds that entrepreneurs 
attract may come from a widely dispersed group of individual investors and be channeled through public stock 
exchanges. Information intermediaries consequently play an important role in supplying individual investors 
with the information that they need to distinguish between “good” and “bad” business ideas. In contrast, in 
countries where individual investors traditionally have had weak legal rights to discipline entrepreneurs, such 
as in many Continental European countries, individual investors have been more inclined to rely on the help 
of financial intermediaries. In these countries, financial intermediaries, such as banks, tend to supply most of 
the funds to entrepreneurs and can get privileged access to entrepreneurs’ private information. 

Over the past decade, many countries in Europe have been moving towards a model of strong legal protection 
of investors’ rights to discipline entrepreneurs and well-developed stock exchanges. In this model, financial 
reporting plays a critical role in the functioning of both the information intermediaries and the financial 
intermediaries. Information intermediaries add value either by enhancing the credibility of financial reports 
(as auditors do) or by analyzing the information in the financial statements (as analysts and rating agencies do). 
Financial intermediaries rely on the information in the financial statements to analyze investment opportunities 
and supplement this information with other sources of information. 

Ideally, the various intermediaries serve as a system of checks and balances to ensure the efficient functioning 
of the capital markets system. However, this is not always the case as on occasion the intermediaries tend to 
mutually reinforce rather than counterbalance each other. A number of problems can arise as a result of incen- 
tive issues, governance issues within the intermediary organizations themselves, and conflicts of interest, as 
evidenced by accounting scandals at companies such as Carillion, Olympus, Steinhoff, and Tesco. However, in 
general this market mechanism functions efficiently, and prices reflect all available information on a particular 
investment. Despite this overall market efficiency, individual securities may still be temporarily mispriced, 
thereby justifying the need for financial statement analysis. 

In the following section, we discuss key aspects of the financial reporting system design that enable it to play 
effectively this vital role in the functioning of the capital markets. 


From business activities to financial statements 


Corporate managers are responsible for acquiring physical and financial resources from the firm’s environ- 
ment and using them to create value for the firm's investors. Value is created when the firm earns a return on 
its investment in excess of the return required by its capital suppliers. Managers formulate business strate- 
gies to achieve this goal, and they implement them through business activities. A firm’s business activities 
are influenced by its economic environment and its business strategy. The economic environment includes 
the firm’s industry, its input and output markets, and the regulations under which the firm operates. The 
firm’s business strategy determines how the firm positions itself in its environment to achieve a competitive 
advantage. 

As shown in Figure 1.2, a firm’s financial statements summarize the economic consequences of its business 
activities. The firm’s business activities in any time period are too numerous to be reported individually to 
outsiders. Further, some of the activities undertaken by the firm are proprietary in nature, and disclosing 
these activities in detail could be a detriment to the firms competitive position. The firms accounting system 
provides a mechanism through which business activities are selected, measured, and aggregated into financial 
statement data. 

On a periodic basis, firms typically produce five financial reports: 


1 An income statement that describes the operating performance during a time period. 
2 A balance sheet that states the firm's assets and how they are financed.’ 
3 A cash flow statement that summarizes the cash flows of the firm. 
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4 A statement of other comprehensive income that outlines the sources of changes in equity that are (a) not 
the result of transactions with the owners of the firm and (b) not included in the income statement.’ 

5 A statement of changes in equity that summarizes all sources of changes in equity during the period 
between two consecutive balance sheets, consisting of (a) total comprehensive income - being the sum of 
profit or loss [item 1] and other comprehensive income [item 4] - and (b) the financial effects of transac- 
tions with the owners of the firm. 


These statements are accompanied by notes that provide additional details on the financial statement line 
items, as well as by management's narrative discussion of the firms activities, performance, and risks in the 
Management Commentary section.* 


FIGURE 1.2 From business activities to financial statements 
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Influences of the accounting system on information quality 


Intermediaries using financial statement data to do business analysis have to be aware that financial reports are 
influenced both by the firm's business activities and by its accounting system. A key aspect of financial state- 
ment analysis therefore involves understanding the influence of the accounting system on the quality of the 
financial statement data being used in the analysis. The institutional features of accounting systems discussed 
next determine the extent of that influence. 


FEATURE 1: ACCRUAL ACCOUNTING 

One of the fundamental features of corporate financial reports is that they are prepared using accrual rather 
than cash accounting. Unlike cash accounting, accrual accounting distinguishes between the recording of costs 
or benefits associated with economic activities and the actual payment or receipt of cash. Profit or loss is the 
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primary periodic performance index under accrual accounting. To compute profit or loss, the effects of eco- 
nomic transactions are recorded on the basis of expected, not necessarily actual, cash receipts and payments. 
Expected cash receipts from the delivery of products or services are recognized as revenues, and expected cash 
outflows associated with these revenues are recognized as expenses. Timing differences between the moment of 
recording costs or benefits and the moment of experiencing cash inflows or outflows result in the recognition 
of assets and liabilities on the balance sheet. 

While many rules and conventions govern a firm’s preparation of financial statements, only a few conceptual 
building blocks form the foundation of accrual accounting. Starting from the balance sheet, the principles that 
define a firm’s assets, liabilities, and equity are as follows: 


e Assets are economic resources controlled by a firm that (a) have the potential to produce future economic 
benefits and (b) are measurable with a reasonable degree of certainty. An example of an asset is a firm's 
inventories that will produce economic benefits once sold and delivered to the firms customers. 

e Liabilities are economic obligations of a firm that (a) arise from benefits received in the past, (b) have the 
potential of being required to be met, and (c) cannot be feasibly avoided by the firm. Examples of liabili- 
ties are bonds or bank loans that must be settled in cash or performance obligations that must be settled 
by providing services to a customer. 

e Equity is the difference between a firm’s assets and its liabilities. 


The definitions of assets, liabilities, and equity lead to the fundamental relationship that governs a firm's bal- 
ance sheet: 


Assets = Liabilities + Equity 


The following definitions are critical to the (comprehensive) income statement, which summarizes a firm’s 
income and expenses:° 


e Income or revenue consists of economic resources earned (or increases in assets that affect equity) and 
performance obligations settled (or decreases in liabilities that affect equity) during a time period. Revenue 
recognition is governed by the realization principle, which proposes that revenues should be recognized 
when (a) the firm has provided all, or substantially all, the goods or services to be delivered to the customer 
and (b) the customer has paid cash or is expected to pay cash with a reasonable degree of certainty. 

e Expenses are economic resources used up (or decreases in assets that affect equity) and economic 
obligations created (or increases in liabilities that affect equity) during a time period. 

e Profit or loss is the difference between a firms income and expenses in a time period. The following 
fundamental relationship is therefore reflected in a firm’s income statement: 


Profit or loss = Income — Expenses 


Note from the preceding definitions that the recognition of income and expenses depends on a firms mea- 
surement of its assets and liabilities. A consistent application of the principles that define assets and liabilities 
implies that associated elements of income and expenses are recognized in the income statement in the same 
time period - a process that is also referred to as matching of income and expenses. For example, after a firm 
has sold and delivered goods to a customer, an increase in the asset “trade receivables” combined with a simul- 
taneous decrease in the asset “inventories” lead to the recognition of associated income and expense in the 
same time period. 

Remeasurements of assets or liabilities may also result in the recognition of income or expense items that 
are not related to the firm’s current economic activities. For instance, when a firm holds inventories that have 
suddenly become obsolete, writing down the value of such assets will cause the recognition of an expense item 
that is unrelated to the firm’s current economic transactions. In sum, expenses are (a) costs directly associated 
with revenues recognized in the same period (such as the cost of inventory sold), or (b) costs associated with 
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benefits that are consumed in this time period (such as depreciation on non-current assets used in the period), 
or (c) resources whose future benefits are not reasonably certain (such as research expenditures or inventory 
write-downs). 

The need for accrual accounting arises from investors’ demand for financial reports on a periodic basis. 
Because firms undertake economic transactions on a continual basis, the arbitrary closing of accounting books 
at the end of a reporting period leads to a fundamental measurement problem. Because cash accounting does 
not report the full economic consequence of the transactions undertaken in a given period, accrual accounting 
is designed to provide more complete information on a firm's periodic performance. 


FEATURE 2: ACCOUNTING CONVENTIONS AND STANDARDS 

The use of accrual accounting lies at the center of many important complexities in corporate financial reporting. 
For example, how should revenues be recognized when a firm sells land to customers and also provides cus- 
tomer financing? If revenue is recognized before cash is collected, how should potential defaults be estimated? 
Are the outlays associated with research and development activities, whose payoffs are uncertain, assets or 
expenses when incurred? Are contractual commitments under lease arrangements or post-employment plans 
liabilities? If so, how should they be valued? Because accrual accounting deals with expectations of future cash 
consequences of current events, it is subjective and relies on a variety of assumptions. Who should be charged 
with the primary responsibility of making these assumptions? In the current system, a firm’s managers are 
entrusted with the task of making the appropriate estimates and assumptions to prepare the financial statements 
because they have intimate knowledge of their firm's business. 

The accounting discretion granted to managers is potentially valuable because it allows them to reflect inside 
information in reported financial statements. However, because investors view profits as a measure of managers’ 
performance, managers have incentives to use their accounting discretion to distort reported profits by mak- 
ing biased assumptions. Further, the use of accounting numbers in contracts between the firm and outsiders 
provides another motivation for manipulation of accounting numbers. Income management distorts financial 
accounting data, potentially making them less valuable to external users of financial statements. Therefore the 
delegation of financial reporting decisions to corporate managers has both costs and benefits. 

A number of accounting conventions have been implemented to ensure that managers use their account- 
ing flexibility to summarize their knowledge of the firm’s business activities, and not to disguise reality for 
self-serving purposes. For example, in most countries financial statements are prepared using the concept of 
prudence, where caution is taken to ensure that assets are not recorded at values above their fair values and 
liabilities are not recorded at values below their fair values. This reduces managers ability to overstate the value 
of the net assets that they have acquired or developed. 

Accounting standards and rules also limit management's ability to misuse accounting judgment by regulating 
how particular types of transactions are recorded. For example, accounting standards for leases stipulate how 
firms are to record contractual arrangements to lease resources. Similarly, post-employment benefit standards 
describe how firms are to record commitments to provide pensions and other post-employment benefits for 
employees. These accounting standards, which are designed to convey quantitative information on a firm’s 
performance, are complemented by a set of disclosure principles. The disclosure principles guide the amount 
and kinds of information that are disclosed and require a firm to provide qualitative information related to 
assumptions, policies, and uncertainties that underlie the quantitative data presented. 

More than 100 countries have delegated the task of setting accounting standards to the International 
Accounting Standards Board (IASB). For example: 


e Since 2005 European Union (EU) companies that have their shares traded on a public exchange must 
prepare their consolidated financial statements in accordance with International Financial Reporting 
Standards (IFRS Standards) as promulgated by the IASB and endorsed by the EU. Most EU countries, 
however, also have their own national accounting standard-setting bodies. These bodies may, for example, 
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set accounting standards for private companies and for single entity financial statements of public compa- 
nies or comment on the IASB’s drafts of new or modified standards.‘ 

e UK-based public companies must continue to prepare IFRS Standards-based consolidated financial state- 
ments, even after the United Kingdom’ exit from the EU. 

e Since 2005 and 2007, respectively, Australian and New Zealand public companies must comply with 
locally adopted IFRS Standards, labelled A-IFRS Standards and NZ-IFRS Standards. These sets of 
standards include all IFRS Standards requirements as well as some additional disclosure requirements. 

e South African public companies have prepared financial statements that comply with IFRS Standards, as 
published by the IASB, since 2005. 

e Some other large economies with stock exchanges that require (most) publicly listed companies to pre- 
pare IFRS Standards-compliant financial statements are Brazil (since 2010), Canada (2011), Korea (2011), 
Mexico (2012), and Russia (2012). 


In the United States, the Securities and Exchange Commission (SEC) has the legal authority to set account- 
ing standards. Since 1973 the SEC has relied on the Financial Accounting Standards Board (FASB), a private 
sector accounting body, to undertake this task. 

Uniform accounting standards attempt to reduce managers’ ability to record similar economic transactions 
in dissimilar ways either over time or across firms. Thus the standards create a uniform accounting language, 
improve the comparability of financial statements, and increase the credibility of financial statements by limiting 
a firm’s ability to distort them. Increased uniformity from accounting standards, however, comes at the expense 
of reduced flexibility for managers to reflect genuine business differences in a firm’s accounting decisions. Rigid 
accounting standards work best for economic transactions whose accounting treatment is not predicated on 
managers’ proprietary information. However, when there is significant business judgment involved in assess- 
ing a transaction’s economic consequences (such as in determining the economic benefits of product develop- 
ment), rigid standards (such as requiring the immediate expensing of product development outlays) are likely 
to be dysfunctional for some companies because the standards prevent managers from using their superior 
business knowledge to determine how best to report the economics of key business events. Further, if account- 
ing standards are too rigid, they may induce managers to expend economic resources to restructure business 
transactions to achieve a desired accounting result or forego transactions that may be difficult to report on. 


FEATURE 3: MANAGERS’ REPORTING STRATEGY 

Because the mechanisms that limit managers’ ability to distort accounting data add noise, it is not optimal to use 
accounting regulation to eliminate managerial flexibility completely. Therefore real-world accounting systems 
leave considerable room for managers to influence financial statement data. A firm's reporting strategy — that 
is, the manner in which managers use their accounting discretion - has an important influence on the firm's 
financial statements. 

Corporate managers can choose accounting and disclosure policies that make it more or less difficult for exter- 
nal users of financial reports to understand the true economic picture of their businesses. Accounting rules often 
provide a broad set of alternatives from which managers can choose. Further, managers are entrusted with making 
a range of estimates in implementing these accounting policies. Accounting regulations usually prescribe mini- 
mum disclosure requirements, but they do not restrict managers from voluntarily providing additional disclosures. 

A superior disclosure strategy will enable managers to communicate the underlying business reality to 
outside investors. One important constraint on a firms disclosure strategy is the competitive dynamics in 
product markets. Disclosure of proprietary information about business strategies and their expected economic 
consequences may hurt the firm’s competitive position. Subject to this constraint, managers can use financial 
statements to provide information useful to investors in assessing their firm’s true economic performance. 

Managers can also use financial reporting strategies to manipulate investors’ perceptions. Using the discre- 
tion granted to them, managers can make it difficult for investors to identify poor performance on a timely 
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basis. For example, managers can choose accounting policies and estimates to provide an optimistic assessment 
of the firm's true performance. They can also make it costly for investors to understand the true performance 
by controlling the extent of information that is disclosed voluntarily. 

The extent to which financial statements are informative about the underlying business reality varies across 
firms and across time for a given firm. This variation in accounting quality provides both an important oppor- 
tunity and a challenge in doing business analysis. The process through which analysts can separate noise from 
information in financial statements, and gain valuable business insights from financial statement analysis, is 
discussed in the following section. 


FEATURE 4: AUDITING, LEGAL LIABILITY, AND PUBLIC ENFORCEMENT 

Auditing 

Broadly defined as a verification of the integrity of the reported financial statements by someone other than the 
preparer, auditing ensures that managers use accounting rules and conventions consistently over time and that 
their accounting estimates are reasonable. Therefore auditing improves the quality of accounting data. In Europe, 
the United States, and most other countries, all listed companies are required to have their financial statements 
audited by an independent public accountant. The standards and procedures to be followed by independent 
auditors are set by various institutions. By means of the Revised Statutory Audit Directive and Regulation, the 
EU has set minimum standards for public audits that are performed on companies from its member countries. 
These standards prescribe, for example, that the external auditor does not provide any nonaudit services to the 
audited company that may compromise his independence and place a cap on nonaudit service fees. To maintain 
independence, the auditor also must not audit the same company for more than ten consecutive years. Further, in 
most European countries, audits must be carried out in accordance with the International Standards on Auditing 
(ISA), as promulgated by the International Auditing and Assurance Standards Board (IAASB). 

In the United States, independent auditors must follow Generally Accepted Auditing Standards (GAAS), a set 
of standards comparable to the ISA. All US public accounting firms are also required to register with the Public 
Company Accounting Oversight Board (PCAOB), a regulatory body that has the power to inspect and investi- 
gate audit work, and if needed discipline auditors. Like the Statutory Audit Directive and Regulation in the EU, 
the US Sarbanes-Oxley Act specifies the relationship between a company and its external auditor, for example, 
requiring auditors to report to, and be overseen by, a company’s audit committee rather than its management. 

While auditors issue an opinion on published financial statements, it is important to remember that the 
primary responsibility for the statements still rests with corporate managers. Auditing improves the quality 
and credibility of accounting data by limiting a firm's ability to distort financial statements to suit its own pur- 
poses. However, as audit failures at companies such as Carillion, Olympus, Steinhoff, and Tesco show, auditing 
is imperfect. Audits cannot review all of a firm's transactions. They can also fail because of lapses in quality or 
because of lapses in judgment by auditors who fail to challenge management for fear of losing future business. 

Third-party auditing may also reduce the quality of financial reporting because it constrains the kind of 
accounting rules and conventions that evolve over time. For example, the IASB considers the views of auditors — in 
addition to other interest groups - in the process of setting IFRS Standards. To illustrate, about one-quarter of the 
IASB board members have a background as practicing auditor. Further, the IASB is advised by the IFRS Standards 
Advisory Council, which contains several practicing auditors. Finally, the LASB invites auditors to comment on its 
policies and proposed standards. Auditors are likely to argue against accounting standards that produce numbers 
that are difficult to audit, sometimes also if the proposed rules produce relevant information for investors. 


Legal liability 

The legal environment in which accounting disputes between managers, auditors, and investors are adjudi- 
cated can also have a significant effect on the quality of reported numbers. The threat of lawsuits and result- 
ing penalties have the beneficial effect of improving the accuracy of disclosure. In the EU, the Transparency 
Directive requires that every member state has established a statutory civil liability regime for misstatements 
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that managers make in their periodic disclosures to investors. However, legal liability regimes vary in strict- 
ness across countries, both within and outside Europe. Under strict regimes, such as that found in the United 
States, investors can hold managers liable for their investment losses if the investors prove that the firm's disclo- 
sures were misleading, that they relied on the misleading disclosures, and that their losses were caused by the 
misleading disclosures. Under less strict regimes, such as those found in France, Germany, and several other 
Continental European countries, investors must additionally prove that managers were (grossly) negligent in 
their reporting or even had the intent to harm investors (i.e., committed fraud).’ Further, in some countries 
only misstatements in annual and interim financial reports are subject to liability, whereas in other countries 
investors can hold managers liable also for misleading ad hoc disclosures. 

The potential for significant legal liability might also discourage managers and auditors from supporting 
accounting proposals requiring risky forecasts - for example, forward-looking disclosures. This type of concern 
has motivated several European countries to adopt a less strict liability regime.’ 


Public enforcement 
Several countries adhere to the idea that strong accounting standards, external auditing, and the threat of legal 
liability do not suffice to ensure that financial statements provide a truthful picture of economic reality. As a final 
guarantee on reporting quality, these countries have public enforcement bodies that either proactively or on a 
complaint basis initiate reviews of companies’ compliance with accounting standards and take actions to correct 
noncompliance. In the United States, the Securities and Exchange Commission (SEC) performs such reviews 
and frequently disciplines companies for violations of US GAAP (Generally Accepted Accounting Principles). 
In recent years, several European countries have also set up proactive enforcement agencies that should enforce 
listed companies’ compliance with IFRS Standards. Examples of such agencies are the French AMF (Autorité 
des Marchés Financiers), the German DPR (Deutsche Prüfstelle fiir Rechnungslegung), the Italian CONSOB 
(Commissione Nazionale per le Societa e la Borsa), and the UK Financial Reporting Council. Because each Euro- 
pean country maintains control of domestic enforcement, there is a risk that the enforcement of IFRS Standards 
exhibits differences in strictness and focus across Europe. To coordinate enforcement activities, however, most 
European enforcement agencies cooperate under the stimulus of the European Securities and Markets Authority 
(ESMA). One of the ESMAS tasks is to develop mechanisms that lead to consistent enforcement across Europe. 
For example, the ESMA organizes peer reviews of national enforcement agencies and promotes best practices 
through the publication of peer review reports and guidelines. The coming years will show whether a decen- 
tralized system of enforcement can consistently assure that European companies comply with IFRS Standards. 

Public enforcement bodies cannot ensure full compliance of all listed companies. In fact, most proactive 
enforcement bodies conduct their investigations on a sampling basis. For example, the enforcement bodies 
may periodically select industry sectors on which they focus their enforcement activities and select individual 
companies either at random or on the basis of company characteristics such as poor governance. The set of 
variables that European enforcers most commonly use to select companies includes market capitalization or 
trading volume (both measuring the company’s economic relevance), share price volatility, the likelihood of 
new equity issues, and the inclusion of the company in an index.” 

Strict public enforcement can also reduce the quality of financial reporting because, in their attempt to 
avoid an accounting credibility crisis on public capital markets, enforcement bodies may pressure companies 
to exercise excessive prudence in their accounting choices. 


Alternative forms of communication with investors 


Given the limitations of accounting standards, auditing, and enforcement, as well as the reporting credibility 
problems faced by management, firms that wish to communicate effectively with external investors are often 
forced to use alternative media. Next we discuss two alternative ways that managers can communicate with 
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external investors and analysts: meetings with analysts to publicize the firm and expanded voluntary disclosure. 
These forms of communication are typically not mutually exclusive. 


Public Enforcement Practices 


he fact that most countries have a public enforcement agency does not, of course, imply that all countries have 

equally developed effective enforcement systems. One measure of the development of public enforcement is 
how much a country spends on enforcement. A study has shown that there still is significant variation worldwide in 
enforcement agencies’ staff and budget size. For example, in the late 2000s, agencies in Italy, the Netherlands, the 
United Kingdom, and the United States spent more than twice as much as their peers in France, Germany, Spain, 
and Sweden.'° Although public enforcement has important preventive effects — it deters violations of accounting 
rules just through its presence — another measure of its development is an enforcement agency’s activity, potentially 
measured by the number of investigations held and the number of actions taken against public companies. Most 
agencies disclose annual reports summarizing their activities. In addition, the ESMA periodically publishes extracts 
from its confidential database of enforcement decisions taken by the national agencies. These reports illustrate that 
many actions taken by enforcement agencies (a) target poor disclosure quality (45 percent of all actions in 2017) 
and (b) are recommendations to firms on how to improve their reporting and better comply with IFRS Standards in 
the future (75 percent of all actions in 2017). In several cases the agencies took corrective actions. Following are two 
examples of such actions: 


e Inthe year ending in March 2017, the UK Financial Reporting Council reviewed 203 annual reports, 183 on its 
own initiative and 20 in response to complaints or referrals. In only a few cases a firm had to either restate its 
current financial statements or adjust the prior period figures in its next financial statements. For example, in 
2015 Learning Technologies Group (LTG) acquired Eukleia, a provider of e-learning services, for £8.3 million 
plus a contingent consideration estimated at £2.2 million, based on future revenue growth. Because part of the 
contingent consideration was payable to Eukleia’s employees, LTG was asked to charge an amount of £335 
thousand as remuneration to the comparative income statement for 2016. In its 2015 financial statements, LTG 
had incorrectly capitalized this amount. 

e In May 2016 the German supervisory authority (DPR) publicly “named and shamed” solar power specialist 
Phoenix Solar AG. The DPR disclosed that Phoenix Solar had reduced transparency by disclosing two different 
income statements in its 2014 financial statements, one of which did not comply with IFRS Standards 5 on 
discontinued operations. 


ANALYST MEETINGS 

One popular way for managers to help mitigate information problems is to meet regularly with financial ana- 
lysts that follow the firm. At these meetings management will field questions about the firm’s current financial 
performance and discuss its future business plans. In addition to holding analyst meetings, many firms appoint 
a director of public relations, who provides further regular contact with analysts seeking more information on 
the firm. 

Conference calls have become a popular forum for management to communicate with financial analysts. 
Research finds that firms are more likely to host calls if they are in industries where financial statement data 
fail to capture key business fundamentals on a timely basis.” In addition, conference calls themselves appear to 
provide new information to analysts about a firms performance and future prospects.’? Smaller and less heavily 
traded firms in particular benefit from initiating investor conference calls." 
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While firms continue to meet with analysts, rules such as the EU Market Abuse Directive affect the nature 
of these interactions. Under these rules, all EU countries must have regulations and institutions in place that 
prevent unfair disclosure. Specifically, countries must ensure that exchange-listed companies disclose non- 
public private information promptly and simultaneously to all investors. This can reduce the information that 
managers are willing to disclose in conference calls and private meetings, making these less effective forums 
for resolving information problems. 


VOLUNTARY DISCLOSURE 

Another way for managers to improve the credibility of their financial reporting is through voluntary disclo- 
sure. Accounting rules usually prescribe minimum disclosure requirements, but they do not restrict managers 
from voluntarily providing additional information. These could include an articulation of the company’s long- 
term strategy, specification of non-financial leading indicators that are useful in judging the effectiveness of 
the strategy implementation, explanation of the relationship between the leading indicators and future profits, 
and forecasts of future performance. Voluntary disclosures can be reported in the firm’s annual report, in bro- 
chures created to describe the firm to investors, in management meetings with analysts, or in investor relations 
responses to information requests." 

One constraint on expanded disclosure is the competitive dynamics in product markets. Disclosure of propri- 
etary information on strategies and their expected economic consequences may hurt the firm’s competitive posi- 
tion. Managers then face a trade-off between providing information that is useful to investors in assessing the 
firm’s economic performance, and withholding information to maximize the firm’s product market advantage. 

A second constraint in providing voluntary disclosure is management's legal liability. Forecasts and voluntary 
disclosures can potentially be used by dissatisfied shareholders to bring civil actions against management for 
providing misleading information. This seems ironic, since voluntary disclosures should provide investors with 
additional information. Unfortunately, it can be difficult for courts to decide whether managers’ disclosures 
were good-faith estimates of uncertain future events which later did not materialize, or whether management 
manipulated the market. Consequently, many corporate legal departments recommend against management 
providing much in the way of voluntary disclosure. One aspect of corporate governance, earnings guidance, 
has been particularly controversial. There is substantial evidence that the guidance provided by management 
plays an important role in leading analysts’ expectations towards achievable profit targets, and that management 
guidance is more likely when analysts’ initial forecasts are overly optimistic.’ 

Finally, management credibility can limit a firm's incentives to provide voluntary disclosures. If manage- 
ment faces a credibility problem in financial reporting, any voluntary disclosures it provides are also likely to 
be viewed skeptically. In particular, investors may be concerned about what management is not telling them, 
particularly since such disclosures are not audited. 


From financial statements to business analysis 


Because managers’ insider knowledge is a source of both value and distortion in accounting data, it is difficult 
for outside users of financial statements to separate accurate information from distortion and noise. Not being 
able to undo accounting distortions completely, investors “discount” a firm's reported accounting performance. 
In doing so, they make a probabilistic assessment of the extent to which a firm’s reported numbers reflect eco- 
nomic reality. As a result, investors can have only an imprecise assessment of an individual firms performance. 
Financial and information intermediaries can add value by improving investors’ understanding of a firm's current 
performance and its future prospects. 

Effective financial statement analysis is valuable because it attempts to get at managers’ inside information 
from public financial statement data. Because intermediaries do not have direct or complete access to this 
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information, they rely on their knowledge of the firm’s industry and its competitive strategies to interpret 
financial statements. Successful intermediaries have at least as good an understanding of the industry econom- 
ics as do the firm’s managers, as well as a reasonably good understanding of the firm’s competitive strategy. 
Although outside analysts have an information disadvantage relative to the firm’s managers, these analysts are 
more objective in evaluating the economic consequences of the firm’s investment and operating decisions. 


The Impact of EU Directives on Financial Reporting and Auditing in Europe 


D uring the past 15 years, the European Commission has issued or revised a few Directives and Regulations that 
significantly affect financial reporting and auditing practices in the EU. The Revised Statutory Audit Directive and 
Regulation (SAD; effective since 2014) regulates the audit of financial statements. In addition, the Amended Transpar- 
ency Directive (TD; 2013) and the Revised Market Abuse Directive and Regulation (MAD; 2014) regulate firms’ periodic 
and ad hoc disclosures, with the objective to improve the quality and timeliness of information provided to investors. 
Some of the highlights of these Directives and Regulations include: 


e Prescribing that firms issuing public debt or equity securities (public firms) publish their annual report no more 
than four months after the financial year-end. The annual report must contain the audited financial statements, 
a management report, and management's responsibility statement certifying that the financial statements give a 
true and fair view of the firm’s performance and financial position (TD). 

e Requiring that public firms publish semiannual financial reports, including condensed financial statements, an 
interim management report, and a responsibility statement, within two months of the end of the first half of the 
fiscal year. The firms must also indicate whether the interim financial statements have been audited or reviewed 
by an auditor (TD). 

e Ensuring that each EU member state has a central filing and storage system for public financial 
reports (TD). 

e Requiring that public firms prepare annual financial reports in a single electronic format as of 2020 (TD). 

e Requiring that public firms immediately disclose any information that may have a material impact on their 
security price and prohibiting that insiders to the firm trade on such information before its disclosure (TD, MAD). 

e Requiring that the member states impose common criminal sanctions for insider trading offences (MAD). 

e Prohibiting that the external auditor provides any nonaudit services to the audited firm that may compromise his 
independence, such as tax advice and valuation services (SAD). 

e Enhancing auditor independence by prescribing that the external auditor does not audit the same firm for more 
than ten consecutive years, unless a second ten-year period follows a public tender (SAD). 

e Requiring that all audits are carried out in accordance with International Standards on Auditing (SAD). 

e Requiring that all audit firms are subject to a system of external quality assurance and public oversight (GAD). 

e Mandating that each public firm has an audit committee, which monitors the firm’s financial reporting process, 
internal control system and statutory audit (SAD). 

e Ensuring that each EU member state designates a competent authority responsible for supervising firms’ 
compliance with the provisions of the Directives (GAD, TD, MAD). 


Each EU member state must implement the Directives by introducing new or changing existing national legislation. 
This has at least two important consequences. First, because the member states have some freedom in deciding how 
to comply with the Directives, some differences in financial reporting, disclosure, and auditing regulation continue to 
exist. Second, in spite of the United Kingdom’s exit from the EU, national UK legislation reflects many elements of the 
preceding Directives. 
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Figure 1.3 provides a schematic overview of how business intermediaries use financial statements to accomplish 
four key steps: 


1 Business strategy analysis. 
2 Accounting analysis. 

3 Financial analysis. 

4 Prospective analysis. 


FIGURE 1.3 Analysis using financial statements 


ANALYSIS TOOLS 


Business strategy analysis 
Generate performance 
expectations through 


industry analysis and 
competitive strategy analysis 


Accounting analysis Financial analysis Prospective analysis 
Evaluate accounting Evaluate performance Make forecasts and value 
quality by assessing using ratios and cash business 
accounting policies flow analysis 


and estimates 


ANALYSIS STEP 1: BUSINESS STRATEGY ANALYSIS 

The purpose of business strategy analysis is to identify key profit drivers and business risks and to assess the 
company’s profit potential at a qualitative level. Business strategy analysis involves analyzing a firm’s industry 
and its strategy to create a sustainable competitive advantage. This qualitative analysis is an essential first step 
because it enables the analyst to frame the subsequent accounting and financial analysis better. For example, 
identifying the key success factors and key business risks allows the identification of key accounting policies. 
Assessment of a firm’s competitive strategy facilitates evaluating whether current profitability is sustainable. 
Finally, business analysis enables the analyst to make sound assumptions in forecasting a firm’s future perfor- 
mance. We discuss business strategy analysis in further detail in Chapter 2. 


ANALYSIS STEP 2: ACCOUNTING ANALYSIS 

The purpose of accounting analysis is to evaluate the degree to which a firm’s accounting captures the underlying 
business reality. By identifying places where there is accounting flexibility, and by evaluating the appropriateness 
of the firm’s accounting policies and estimates, analysts can assess the degree of distortion in a firm’s accounting 
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And Orpha? What of her? How was she taking all this? In my 
anxiety, | cast one look in her direction. To my astonishment she sat 
unveiled and was gazing at Edgar with an intentness which slowly 
but surely forced his head to turn and his eye to seek hers. An 
instant thus, then she pulled down her veil, and the flush just rising to 
his cheek was lost again in pallor. 


Unconsciously the muscles of my hands relaxed; for some reason 
life had lost some of the poignant terror it had held for me a moment 
before. A drowning man will catch at straws; so will a lover; and | 
was both. 


In the absorption which followed this glimpse of Orpha’s face so 
many days denied me, | lost the trend of the next few questions, and 
only realized that we were approaching the crux of the situation 
when | heard: 

“You did not visit him again?” 

“No.” 

“Where did you go?” 

“To my room.” 

“Will you state to the jury just where your room is located?” 


“On the same floor as Uncle’s, only further front and on the opposite 
side of the hall.” 


“We have here a chart of that floor. Will you be good enough to step 
to it and indicate the two rooms you mention?” 


Here, at a gesture from the Coroner, an official drew a string 
attached to a roll suspended on one of the walls and a rudely drawn 
diagram, large enough to be seen from all parts of the court-room, 
fell into view. 


[A] A reduced copy of the plan will be found facing the title page of 
this book. 


Edgar was handed a stick with which he pointed out the two doors of 
his uncle’s room and those of his own. 


What was coming? 


“Mr. Bartholomew, will you now tell the jury what you did on returning 
to your room?” 


“Nothing. | threw myself into a chair and just waited.” 
“Waited for what?” 
“To hear my cousin enter my uncle’s room.” 


The bitterness with which he said this was so deftly hidden under an 
assumption of casual rejoinder, as only to be detected by one who 
was acquainted with every modulation of his fine voice. 


“And did you hear this?” 


“Very soon; as soon as he could come up from the lower hall where 
Clarke, my uncle’s man, had been sent to summon him.” 


“If you heard this, you must also have heard when he left your 
uncle’s room.” 


“| did.” 
“Was the interview a long one?” 


“| was sitting in front of the clock on my mantel-piece. He was in 
there just twenty minutes.” 


| felt my breast heave, and straightening myself instinctively | met the 
concentrated gaze of a hundred pair of eyes leveled like one against 
me. 


Did | smile? | felt like it; but if | did it must have expressed the irony 
with which | felt the meshes of the net in which | was caught tighten 
with every word which this man spoke. 


The Coroner, who was the only person in the room who had not 
looked my way, went undeviatingly on. 


“In what part of the house does this gentleman of whom we are 
speaking have his room?” 


“On the same floor as mine; but further back at the end of a short 
hall.” 


“Will you take the pointer from the officer and show the location of 
the second Mr. Bartholomew’s room?” 


The witness did so. 


“Did you hear in which direction your cousin went on leaving your 
uncle? Did he go immediately to his room?” 


“He may have done so, but if he did, he did not stay long, for very 
soon | heard him return and proceed directly down stairs.” 


“How long was he below?” 


“A long time. | had moved from my seat and my eye was no longer 
on the clock so | cannot say how long.” 


“Did you hear him when he came up for a second time?” 
“Yes; he is not a light stepper.” 

“Where did he go? Directly to his room?” 

“No, he stopped on the way.” 

“How, stopped on the way?” 


“When he reached the top of the stairs he paused like one hesitating. 
But not for long. Soon | heard him coming in the direction of my 
room, pass it by and proceed to our uncle’s door—the one in front so 
little-used as to be negligible—where he lingered so long that | finally 
got up and peered from my own doorway to see what he was 


doing?” 

“Was the hall dark?” 

“Very.” 

“Darker than usual?” 

“Yes, much.” 

“How was that? What had happened?” 


“The electric light usually kept burning at my end of the hall had been 
switched off.” 


“When? Before your cousin came up or after?” 


“| do not know. It simply was not burning when | opened my door.” 


“Will you say from which of the doors in your suite you were 
looking?” 


“From the one marked C on the chart.” 


“That, as the jury can see if they will look, is diagonally opposite the 
one at which the witness had heard his cousin pause. Will the 
witness now state if the hall was too dark at the time he looked out 
for him to see whether or not any one stood at his uncle’s door?” 


“No, it was not too dark for that, owing to the light which shone in 
from the street through the large window you see there.” 


“Enough, you say, to make your uncle’s door visible?” 
“Quite enough.” 

“And what did you see there? Your cousin standing?” 

“No; he was gone.” 

“How gone? Could he not have been in your uncle’s room?” 
“Not then.” 

“Why do you say ‘not then’?” 


“Because while | looked | could hear his footsteps at the other end of 
the house rounding the corner where the main hall meets the little 
one in which his room is situated.” 


My God! | had forgotten all this. | had been very anxious to know 
how Uncle had fared since | left him in such a state of excitement: 
whether he were sleeping or awake, and hoped by listening | should 
hear Wealthy’s step and so judge how matters were within. But a 
meaning sinister if not definite had been given to this natural impulse 
by the way Edgar’s voice fell as he uttered that word stopped; and 
from that moment | recognized him for my enemy, either believing in 
my guilt or wishing others to; in which latter case, it was for me to 
fight my battle with every weapon my need called for. But the conflict 
was not yet and “Patience” must still be my watch-word. But | held 
my breath as | waited for the next question. 


“You say that you heard him moving down the hall. You did not see 
him at your uncle’s door?” 


“No, | did not.” 
“But you are confident he was there, previous to your looking out?” 
“| am very sure that he was; my ear seldom deceives me.” 


“Mr. Bartholomew, will you think carefully before you answer the 
following question. Was there any circumstance connected with this 
matter which will enable you to locate the hour at which you heard 
your cousin pass down the hall?” 


He hesitated; he did not want to answer. Why? | would have given all 
that | possessed to know; but he only said: 


“| did not look at my watch; | did not need to. The clock was striking 
three.” 


“Three! The jury will note the hour.” 


Why did he say that?—the jury will note the hour? My action was 
harmless. Everything | did that night was harmless. What did he 
mean then by the hour? The mystery of it troubled me—a mystery he 
was Careful to leave for the present just where it was. 


Returning to his direct investigation, the coroner led the witness back 
to the time preceding his entrance into the hall. “You were listening 
from your room; that room was dark, you were no longer watching 
the clock which had not yet struck; yet perhaps you can give us 
some idea of how long your cousin lingered at your uncle’s door 
before starting down the hall.” 


“No, | should not like to do that.” 

“Five minutes?” 

“| cannot say.” 

“Long enough to have entered that room and come out again?” 


“You ask too much. | am not ready to swear to that.” 


“Very good; | will not press you!” But the suggestion had been made. 
And for a purpose—a purpose linked with the mystery of which | 
have just spoken. Glancing at Mr. Jackson, | saw him writing in his 
little book. He had noted this too. | was not alone in my 
apprehension which, like a giant shadow thrown from some unknown 
quarter, was reaching slowly over to envelop me. When | was ready 
to listen again, it was to hear: 


“What did you do then?” 
“| went to bed.” 
“Did you see or hear anything more of your cousin that night?” 


“No, not till the early morning when we were all roused by the news 
which Wealthy brought to every door, that Uncle was very much 
worse and that the doctor should be sent for.” 


“Tell us where it was you met him then.” 
“In the hall near Uncle’s door—the one marked 2 on the chart.” 


“How did he look? Was there anything peculiar in his appearance or 
manner?” 


“He was fully dressed.” 

“And you?” 

“| had had no time to do more than wrap a dressing-gown about me.” 
“At what time was this? You remember the hour no doubt?” 

“Half past four in the morning; any one can tell you that.” 

“And he was fully dressed. In morning clothes or evening?” 

“In the ones he wore to dinner the night before.” 


It was true; | had not gone to bed that night. There was too much on 
my mind. But to them it would look as if | had sat up ready for the 
expected alarm. 


“Was he in these same clothes when you finally entered your uncle’s 
room?” 


“Certainly; there was no time then for changing.” 


These questions might have been addressed to me instead of to 
him. They would have been answered with as much truth; but the 
suggestiveness would have been lacking and in this | recognized my 
second enemy. | now knew that the Coroner was against me. 


A few persons there may have recognized this fact also. But they 
were all too much in sympathy with Edgar to resent it. | made no 
show of doing so nor did | glance again at Orpha to see the effect on 
her of these attacks leveled at me with so much subtlety. | felt, in the 
humiliation of the moment, that unless | stood cleared of every 
suspicion, | could never look her again in the face. 


Meanwhile the inquiry had reached the event for which all were 
waiting—the destruction of the one will and the acknowledgment by 
the dying man that the envelope which held the other was empty. 


“Were you near enough to see the red mark on the one he had 
ordered burned?” 


“Yes; | took note of it.” 
“Had you seen it before?” 


“Yes; when, in the interview of which | have spoken, my uncle 
showed me the two envelopes and informed me of their several 
contents.” 


“Did he tell you or did you learn in any way which will was in the one 
marked with red?” 


“No. | did not ask him and he did not say.” 


“So when you saw it burning you did not know with certainty whether 
it was the will making you or your cousin his chief heir?” 


“| did not.” 
He said it firmly, but he said it with effort. Again, why? 


The time to consider this was not now, for at this reply, expected 
though it was, a universal sigh swept through the house, carrying my 
thoughts with it. Emotion must have its outlet. The echo in my own 
breast was a silent one, springing from sources beyond the ken of 
the simple onlooker. We were approaching a critical part of the 


inquiry. The whereabouts of the missing document must soon come 
up. Should | be obliged to listen to further insinuations such as had 
just been made? Was it his plan to show that | was party to a fraud 
and knew where the missing will lay secreted,—where it would 
always lie secreted because it was in his favor and not in mine? It 
was possible; anything was possible. If | were really wise | would 
prepare myself for the unexpected; for the unexpected was what | 
probably should be called upon to face. 


Yet it was not so, or | did not think it so, in the beginning. 

Asked to describe his uncle’s last moments he did so shortly, simply, 
feelingly. 

Then came the question for which | waited. 


“Your uncle died, then, without a sign as to where the remaining will 
was to be found?” 


“He did not have time. Death came instantly, leaving the words 
unsaid. It was a great misfortune.” 


With a gesture of reproof, for he would not have it seem that he liked 
these comments, the Coroner pressed eagerly on: 


“What of his looks? Did his features betray any emotion when he 
found that he could no longer speak?” 


Edgar hesitated. It was the first time we had seen him do so and my 
heart beat in anticipation of a lie. 


But again | did him an injustice. He did not want to answer—that we 
could all see—but when he did, he spoke the truth. 


“He looked frightened, or so | interpreted his expression; and his 
head moved a little. Then all was over.” 


In the silence which followed, a stifled sob was heard. We all knew 
from whom it came and every eye turned to the patient little figure in 
black who up till now had kept such strong control over her feelings. 


“If Miss Bartholomew would like to retire into the adjoining room she 
is at liberty to do so,” came from the Coroner’s seat. 


But she shook her head, murmuring quietly: 
“Thank you, | will stay.” 


| blessed her in my heart. Still neutral. Still resolute to hear and know 
all. 


The inquiry went on. 
“Mr. Bartholomew, did you search for that will?” 


“Thoroughly. In a haphazard way at first, expecting to find it in some 
of the many drawers in his room. But when | did not, | went more 
carefully to work, | and my two faithful servants, who having been in 
personal attendance upon him all through his illness, knew his habits 
and knew the room. But even then we found nothing in any way 
suggestive of the document we were looking for.” 


“And since?” 


“The room has been in the hands of the police. | have not heard that 
they have been any more successful.” 


There were more questions and more answers but | paid little 
attention to them. | was thinking of what had passed between the 
Inspector and myself at the time he visited me in my room. | have 
said little about it because a man is not proud of such an experience; 
but in the quiet way in which this especial official worked, he had 
made himself very sure before he left me that this document was 
neither on my person nor within the four walls of the room itself. This 
had been a part of the search. | tingled yet whenever | recalled the 
humiliation of that hour. | tingled at this moment; but rebuked myself 
as the mystery of the whole proceeding got a stronger hold upon my 
mind. Not with me, not with him, but somewhere! When would they 
reach the point where perhaps the solution lay? Five hours had 
elapsed between the time | left uncle and the rousing of the house at 
Wealthy’s hurried call. What had happened during those hours? Who 
could tell the tale—the whole tale, since manifestly that had never 
been fully related. Clarke? Wealthy? | knew what they had told the 
police, what they had confided to each other concerning their 
experience in the sick-room; but under oath, and with the shadow of 


crime falling across the lesser mystery what might not come to light 
under the probe of this prejudiced but undoubtedly honest Coroner? 


XXVII 


My impatience grew with every passing moment, but fortunately it 
was not to be tried much longer, for | soon had the satisfaction of 
seeing Edgar leave the witness chair and Clarke, as we called him, 
take his seat there. 


This old and tried servant of a man exacting as he was friendly and 
generous as he was just, had always inspired me with admiration, far 
as | was from being in his good books. Had he liked me | would have 
felt myself strong in what was now a doubtful position. But devoted 
as he was to Edgar, | could not hope for any help from him save of 
the most grudging kind. | therefore sat unmoved and unexpectant 
while he took his oath and answered the few opening questions. 
They pertained mostly to the signing of the first will to which he had 
added his signature as witness. As nothing new was elicited this 
matter was soon dropped. 


Other points of interest shared the same fate. He could substantiate 
the testimony of others, but he had nothing of his own to impart. 
Would it be the same when we got to his final attendance on his 
master—the last words uttered between them—the final good-night? 


The Coroner himself seemed to be awake to the full importance of 
what this witness might have to disclose, for he scrutinized him 
earnestly before saying: 


“We will now hear, as nearly as you can recall, what passed between 
you and your sick master on the night which proved to be his last? 
Begin at the beginning—that is, when you were sent to summon one 
or other of his two nephews to Mr. Bartholomew’s room.” 


“Pardon, sir, but that was not the beginning. The beginning was 
when Mr. Bartholomew, who to our astonishment had eaten his 
supper in his chair by the fireside, drew a small key from the pocket 
in his dressing-gown and, handing it to me, bade me unlock the 


drawer let into the back of his bedstead and bring him the two big 
envelopes | should find there.” 


“You are right, that is the beginning. Go on with your story.” 


“| had never been asked to unlock this drawer before; he had always 
managed to do it himself; but | had no difficulty in doing it or in 
bringing him the papers he had asked for. | just lifted out the whole 
batch, and laying them down in his lap, asked him to pick out the 
ones he wanted.” 


“Did he do it?” 

“Yes, immediately.” 

“Before you moved away?” 

“Yes, sir.” 

“Then you caught a glimpse of the papers he selected?” 


“| did, sir. | could not help it. | had to wait, for he wished me to relieve 
him of the ones he didn’t want.” 


“And you did this?” 


“Yes; | took them from his hand and laid them on the table to which 
he pointed.” 


“Now for the ones he kept. Describe them.” 


“Two large envelopes, sir, larger than the usual legal size, brown in 
color, | should say, and thick with the papers that were in them.” 


“Had you ever seen any envelopes like these before?” 


“Yes, on Mr. Bartholomew's desk the day | was called in to witness 
his signature.” 


“Very good. There were two of them, you say?” 
“Yes, sir, two.” 

“Were they alike?” 

“Exactly, | should say.” 


“Any mark on either one?” 


“Not that | observed, sir. But | only saw the face of one of them and 
that was absolutely blank.” 


“No red marks on either.” 
“Not that | saw, sir.” 


“Very good. Proceed, Mr. Clarke. What did Mr. Bartholomew say, 
after you had laid the other papers aside?” 


“He bade me look for Mr. Edgar; said he was in a hurry and wanted 
to see him at once.” 


“Was that all?” 


“Yes, sir, he was not a man of many words. Besides, | left the room 
immediately and did not enter it again till Mr. Edgar left him.” 


“Where were you when he did this?” 


“At the end of the hall talking to Wealthy. There is a little cozy corner 
there where she sits and where | sometimes waited when | was 
expecting Mr. Bartholomew’s ring.” 


“Did you see Mr. Edgar, as you call him, when he came out?” 
“Yes, sir; crossing over to his room.” 
“And what did you do after that?” 


“Went immediately to Mr. Bartholomew to see if he was wishing to go 
to bed. But he was not. On the contrary, he had another errand for 
me. He wanted to see his other nephew. So | went below searching 
for him.” 


“Was Mr. Bartholomew still sitting by the fire when you went in?” 
“He was.” 
“With the two big envelopes in his hands?” 


“Not that | noted, sir; but he had pockets in his gown large enough to 
hold them and they might have been in one of these.” 


“Never mind the might have beens; just the plain answer, Mr. 
Clarke.” 


“Yes, sir. Excuse me, sir. Feeling afraid that he would get very tired 
sitting up so long, | hurried downstairs, found Mr. Quenton, as we 
call him, in the library and brought him straight up. Then | went back 
to Wealthy.” 


“Is there a clock in the cozy corner?” 

“There is, sir.” 

“Did you look at it as you came and went?” 

“| did this time.” 

“Why this time?” 

“First, because | was anxious for Mr. Bartholomew not to tire himself 
too much and—and—" 

“Go on; we want the whole truth, Mr. Clarke.” 


“| was curious to see whether Mr. Bartholomew would keep Mr. 
Quenton any longer than he did Mr. Edgar.” 


“And did he?” 

“A little, sir.” 

“Did you and the woman Wealthy exchange remarks upon this?” 
“We—we did, sir.” 

At this admission, | took a quick look at Mr. Jackson and was 
relieved to see him make another entry in his little book. He had 
detected, here, as well as I, an opening for future investigation. | 


heard him, as it were in advance, putting this suggestive query to the 
present witness: 


“What had you and Wealthy been saying on this subject?” | know 
very little of courts or the usages of court procedure, but | know that | 
should have put this question if | had been conducting this 
examination. 


The Coroner evidently was not of my mind, which certainly was not 
strange, seeing where his sympathies were. 


“What do you mean by little?” 


“Ten minutes.” 
“By the clock?” 
“Yes, sir,” said rather sheepishly. 
“Proceed; what happened next?” 


“| went immediately to Mr. Bartholomew’s room, thinking that of 
course he would be ready for me now. But he was not. Instead, he 
bade me leave him and not come back for a full half hour, and not to 
allow any one else to disturb him. | was to give the same order to 
Wealthy.” 


“And did you?” 

“Yes, sir; and left her on the watch.” 
“And where did you go?” 

“To my room for a smoke.” 


“Were you concerned at leaving Mr. Bartholomew alone for so long a 
time?” 


“Yes, sir; we never liked to do that. He had grown to be too feeble. 
But he was not a man you could disobey even for his own good.” 


“Did you spend the whole half hour in smoking?” 
“Yes, sir.” 
“Not leaving your room at all?” 


“Oh, | left my room several times, going no further, though, than the 
end of my small hall.” 


“Why did you do this?” 


“Because Mr. Bartholomew had been so very peremptory about 
anybody coming to his room. | had every confidence in Wealthy, but | 
could not help going now and then to see if she was still on the 
watch.” 


“With what result?” 


“She was always there. | did not speak to her, not wishing her to 
know that | was keeping tabs on her. But each time | went | could 
see the hem of her dress protruding from behind the screen and 
knew that she, like myself, was waiting for the half hour to be up. As 
soon as it was, | stepped boldly down the hall, telling Wealthy as | 
passed that | should make short work of putting the old gentleman to 
bed and for her to be ready to follow me in a very few minutes. And | 
kept my word. Mr. Bartholomew was still sitting in his chair when | 
went in. He had the two documents in his hand and asked me to 
place them, together with the other papers, on the small stand at the 
side of the bed. And there they stayed up to the time | gave place to 
Wealthy. This is all | have to tell about that night. | went from his 
room to mine and slept till we were all wakened by the ill news that 
Mr. Bartholomew had been taken worse and was rapidly sinking.” 


There was an instant’s lull during which | realized my own 
disappointment. | had heard nothing that | had not known before. 
Then the Coroner said: 


“Did your duties in Mr. Bartholomew's room during these months of 
illness include at any time the handling of his medicines?” 


“No, sir.” 


“Did you ever visit his medicine cabinet, or take anything from its 
shelves?” 


“No, sir.” 

“You must often have poured him out a glass of water?” 

“Oh, yes, | have done that.” 

“Did you do so on that night? Think carefully before you answer.” 


“| do not need to, for | am very sure that | handed him nothing. | do 
not even remember seeing the usual pitcher and glass anywhere in 
the room.” 


“Not on the stand at his side?” 
“No, sir.” 
“Nothing of the kind near him?” 


“Not that | saw, sir.” 
“Very good; you may step down.” 


XXVIII 


Wealthy was the next witness summoned, and her appearance on 
the stand caused a flutter of excitement to pass from end to end of 
the well packed room. All knew that from her, if from anybody, 
enlightenment must come as to what had taken place in the few fatal 
hours which had elapsed after Clarke’s departure from the room. 
Would she respond to our hopes? Would she respond to mine? Or 
would she leave the veil half raised from sheer inability to lift it 
higher? 


Conscious that the blood was leaving my cheeks and fearful that she 
could not hold the attention of the crowd from myself, | sought for 
relief in the face of Edgar. He must know her whole story. Also whom 
it threatened. Would | be able to read in his lip and eye, ordinarily so 
expressive, what we had to expect? 


No. He was giving nothing away. He was not even looking with 
anything like attention at anybody; not even my way as | had half 
expected. The mobile lip was straight; the eye, usually sparkling with 
intelligence, fixed to the point of glassiness. 


| took in that look well; the time might come when | should find it wise 
to recall it. 


Wealthy is a good-looking woman, with that kind of comeliness 
which speaks of a warm heart and motherly instincts. Seen in the 
home, whether at work or at rest, she was the embodiment of all that 
insured comfort and ease to those under her care. She was more 
than a servant, more than nurse, and as such was regarded with 
favor by every one in the house, even by my poor unappreciated 
self. 


In public and before the eyes of this mixed assemblage she showed 
the same pleasing characteristics. | began to breathe more easily. 
Surely she might be trusted not to be swayed sufficiently by malice, 


either to evade or color the truth. For all her love for Edgar, she will 
be true to herself. She cannot help it with that face and demeanor. 


The Coroner showed her every consideration. This was but due to 
the grief she so resolutely endeavored to keep under. All through the 
Opening questions and answers which were mainly corroborative of 
much that had gone before, he let her sometimes garrulous replies 
pass without comment, though the spectators frequently evinced 
impatience in their anxiety to reach the point upon which the real 
mystery hung. 


It came at last and was welcomed by a long drawn breath from many 
an overburdened breast. 


“Mr. Clarke has said that on leaving Mr. Bartholomew's room for the 
last time that night, he saw the two envelopes about which so much 
has been said still lying on the little stand drawn up by the bedside. 
Were they there when you went into the room?” 


“Yes, sir; | noticed them immediately. The stand is very near the door 
by which | usually enter, and it was a matter of habit with me to take 
a look at my patient before busying myself with making my final 
preparations for the night. As | did this, | observed some documents 
lying there and as it was never his custom to leave business papers 
lying about | asked him if he would not like to have me put them 
away for him. But he answered no, not to bother, for there was 
something he wanted me to get for him which would take me down 
into Miss Orpha’s room, and as it was growing late | had better go at 
once. ‘Mind you,’ he said, ‘she is but a girl and may not remember 
where she has put it; but, if so, she must look for it and you are not 
to come back until she has found it, if you have to stay an hour.’ 


“As the thing he wanted was a little white silk shawl which had been 
her mother’s, and as the dear child did not know exactly in which of 
two or three chests she had hidden it, it did take time to find it, and it 
was with a heart panting with anxiety that | finally started to go back, 
knowing what a hard evening he had had and how often the doctor 
had told us that he was to be kept quiet and above all never to be left 
very long alone. But | was more frightened yet when | got about 
halfway upstairs, for, for the first time since | have lived in the house, 


though | have been up and down that flight hundreds of times, | felt 
the Presence—" 


“You may cut that out,” came kindly but peremptorily from the 
Coroner, probably to the immense disappointment of half the people 
there. 


The Presence on that night! 


| myself felt a superstitious thrill at the thought, though | had laughed 
a dozen times at this old wives’ tale. 


“Tell your story straight,” admonished the Coroner. 


“| will, sir. | mean to, sir. | only wanted to explain how | came to 
stumble in rushing up those stairs and yet how quick | was to stop 
when | heard something on reaching the top which frightened me 
more than any foolish fancy. This was the sound of a click in the hall 
towards the front. Some one was turning the key in Mr. 
Bartholomew’s door—the one nearest the street. As this door is only 
used on occasion it startled me. Besides, who would do such a 
thing? There was no one in the hall, for | ran quickly the length of it 
to see. So it must have been done from the inside and by whom then 
but by Mr. Bartholomew himself. But | had left him in bed! Here was 
a coil; and strong as | am | found myself catching at the banisters for 
support, for | did not understand his locking the door when he was in 
the room alone. However, he may have had his reasons, and rather 
ashamed of my agitation | was hurrying back to the other door when 
| heard a click there, and realized that the doors were being 
unlocked and not locked;—that he was expecting me and was 
making the way open for me to come in. Had | arrived a few minutes 
sooner | should not have been able to enter. It gave me a turn. My 
sick master shut up there alone! Locked in by himself! | had never 
known him to do such a thing all the time he was ill, and | had to 
quiet myself a bit before | dared go in. When | did, he was lying in 
bed looking very white but peaceful enough; more peaceful indeed 
than he had at any time that day. ‘Is that you, Wealthy?’ he asked. 
‘Where is the little shawl? Give it to me.’ | handed it to him and he 
laid it, folded as it was, against his cheek. | felt troubled, | hardly 
knew why and stood looking at him. He smiled and glancing at the 


little pile of documents lying on the stand told me that | could put 
them away now. ‘Here is the key,’ he said; | took it from his hand 
after seeing him draw it from under the pillow. | had often used it for 
him. Unlocking the drawer which was set into the head-board of his 
bed where it jutted into the alcove, | reached for the papers and 
locked them up in the drawer and handed him back the key. “Thank 
you, he said and turned his face from the light. It was the signal for 
me to drop the curtain hanging at that side of the bed. This | did—” 


“One moment. In handling the papers you speak of did you notice 
them particularly?” 


“Not very, sir. | remember that the top one was in a dark brown 
envelope and bulky.” 


“Which side was up?” 

“The flap side.” 

“Sealed?” 

“No, open; that is loose, not fastened down.” 
“You noticed that?” 

“| couldn't help it. It was right under my eyes.” 


“Did you notice anything else? That there was a second envelope in 
the pile similar to the one on top.” 


“| cannot say that | did. The papers were all bunched, you see, and | 
just lifted them quickly and put them in the drawer.” 


“Why quickly?” 
“Mr. Bartholomew was looking at me, sir.” 


“Then you did not note that there was another envelope in that pile, 
just like the top one, only empty?” 


“| did not, sir.” 


“Very good. You may go on now. You dropped the curtain. What did 
you do next?” 


“| prepared his soothing medicine.” Her voice fell and an expression 
of great trouble crossed her countenance. “I always had this ready in 
case he should grow restless in the night.” 


“A soothing medicine! Where was that kept?” 


“With the rest of the medicines in the cabinet built into the small 
passage-way leading to the upper door.” 


“And you went there for the soothing medicine. At about what time?” 


“Not far from eleven o'clock, sir: | remember thinking as | passed by 
the mantel-clock how displeased Dr. Cameron would be if he knew 
that Mr. Bartholomew's light was not yet out.” 


“Go on; what about the medicine? Did you give it to him every 
night?” 


“Not every night, but frequently. | always had it ready.” 


“Will you step down a minute? | want to ask Dr. Cameron a few 
questions about this soothing medicine.” 


The interruption was welcome; we all needed a moment's respite. 
Dr. Cameron was again sworn. He had given his testimony at length 
earlier in the day but it had been mainly in reference to a very 
different sort of medicine, and it was of this simpler and supposedly 
very innocent mixture that the Coroner wished to learn a few facts. 


Dr. Cameron was very frank with his replies. Told just what it was; 
what the dose consisted of and how harmless it was when given 
according to directions. “I have never known,” he added, “of Mrs. 
Starr ever making any mistake in preparing or administering it. The 
other medicine of which | have already given a detailed account | 
have always prepared myself.” 


“It is of that other medicine taken in connection with this one of which 
| wish to ask. Say the two were mixed what would be the result?” 


“The powerful one would act, whatever it was mixed with.” 


“How about the color? Would one affect the other?” 
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